Goldman 

VQ/*ric 

Privatization  Turnpike  Report 


March  12,  1992 


Executive  Summary 


General 

Our  general  observations  and  conclusions  with  respect  to  privatization  of  the  Turnpike  have  been 
made  in  cooperation  with  Coopers  &  Lybrand.  The  privatization  model  and  the  results  related 
thereto  were  run  through  a  specially-tailored  Goldman  Sachs  turnpike  privatization  model  which 
can  be  adjusted  for  various  assumptions. 

We  hope  our  observations  and  the  data  analyses  attached  hereto  will  add  useful  insight  into  the 
debate  now  going  on  within  the  Commonwealth  with  respect  to  transportation  issues. 

■  Privatization,  in  whole  or  in  part,  may  mcike  economic  sense  for  the  Massachusetts 
Turnpike  Authority.  However,  further  study  will  be  needed  as  noted  herein.  It  is  possible 
that  through  an  outright  sale  of  the  Turnpike  or  through  the  hiring  of  a  private  operator 
via  a  management  contract  (or  a  concession  arrangement),  the  Commonwealth  might 
obtain  very  positive  financial  and  operating  results.  It  is  our  view  that  this  effort  is 
certainly  worth  pursuing  further. 

■  New  technology  such  as  automated  toll  collection  equipment  is  being  studied  and  used 
by  a  number  of  domestic  and  international  toll  roads.  In  recent  years,  technological 
innovations  affecting  toll  collections  have  resulted  in  increased  efficiency  and  reduced 
operating  costs  for  a  number  of  toll  roads  around  the  country.  (Such  technology  and 
equipment  would  require  a  capital  investment  which  can  provide  a  reasonable  return  on 
such  investment  over  a  reasonable  period.)  Capital  investment  in  sophisticated  toll 
collection  equipment  (and/or  greater  private  contracting  of  services  as  mentioned  above) 
may  impact  materially  any  privatization  or  valuation  model.  A  comprehensive 
privatization  analysis  should  consider  these  options  fully. 

■  While  we  have  studied  the  Turnpike's  historical  "budget  versus  actual  results"  and  its 
audited  financial  statements,  no  precise  range  of  valuation  can  be  set  effectively  without 
an  independent  forecast  of  operating  results  for  future  years  by  expert  consultants. 

■  Any  buyer  of  an  asset  of  this  sort  would  also  require  a  broad,  in-depth,  independent  study 
of  the  Turnpike's  capital  needs.  Such  a  study,  would  generally  need  to  be  more 
comprehensive  than  the  Turnpike's  Critical  Needs  Study  which  we  have  included 
herewith. 

■  As  part  of  a  capital  restructuring  or  advance  refunding  program  for  the  Turnpike 
Authority,  new  legal  documents  would  be  put  in  place  for  the  life  of  any  new  debt. 
Before  the  decision  is  made  to  commence  any  such  refinancing  program:  (a)  the  costs  and 
benefits  of  the  options  with  respect  to  privatization  should  be  fuUy  weighed  and  (b)  if  it 
were  decided  that  the  Turnpike  should  be  able  to  direct  surpluses  to  other  uses  such  as 
mass  transit  as  is  the  case  v/ith  the  Triborough  Bridge  and  Tunnel  Authority  in  New  York 
(which  sends  surplus  funds  to  the  New  York  City  Transit  Authority),  then  the  flow  of 
funds  in  the  new  bond  resolution  must  be  drafted  to  permit  such  application  of  funds. 
In  each  case,  a  reasonable  range  of  the  options  related  thereto  can  be  taken  into  account 
in  the  new  legal  documents  relating  to  such  a  refinancing  program. 


■  In  connection  with  any  effort  to  privatize  the  Turnpike,  to  subcontract  specific  services, 
and/or  to  permit  cross  subsidization  of  mass  transit,  it  is  likely  that  the  legislation  affecting 
the  Turnpike  and  the  Callahan  -  Sumner  Tunnels  v^oll  require  amendment  or  modification. 

The  Interactive  Model  and  its  Assumptions 

As  part  of  this  effort  we  have  developed  a  model  to  aid  in  valuing  the  Turnpike  from  the  point 
of  view  of  a  private  sector  purchaser  or  concessionaire.  Any  valuation  would  have  to  take  into 
consideration  a  number  of  key  variables,  including  existing  toll  rates  and  the  flexibility  to  raise 
tolls  in  the  future,  the  elasticity  of  traffic  demand,  the  magnitude  of  projected  operating  and 
capital  expenditures,  property  tax  rates,  income  tax  rates,  the  ability  to  take  depreciation  on  the 
assets,  and  the  cost  of  the  capital  to  be  raised  to  purchase  the  Turnpike  or  concession.  The  value 
of  the  privatization  model  is  in  the  methodology  and  in  the  ability  to  vary  the  key  operating  and 
financial  parameters  to  determine  the  affect  on  valuation.  Critical  variables  such  as  the  ability  to 
raise  tolls  combined  with  highly  inelastic  demand  would  have  a  very  significant  affect  on 
valuation. 

The  purchase  of  the  Turnpike  would  generally  be  financed  using  a  combination  of  debt  and 
equity.  The  cost  of  capital,  i.e.  the  interest  rate  on  the  debt  and  the  return  on  the  equity,  would 
depend  upon  the  perceived  risk  of  operating  the  Turnpike  and  generating  sufficient  revenues  to 
pay  the  debt  and  provide  a  return  to  equity. 

The  value  to  a  purchaser/concessionaire  would  be  derived  by  the  return  on  equity,  which  is  a 
combination  of  (a)  net  cash  flows  that  are  available  for  distribution  after  the  payment  of 
operations  and  maintenance  expenses,  reserving  for  future  capital  expenditures,  payment  of  taxes, 
and  the  payment  of  debt  service,  —  i.e.  a  cash  on  cash  return,  (b)  tax  benefits  of  ownership,  and 
(c)  the  residual  value  of  the  asset  Generally  the  residual  value  is  discounted  greatly  because  the 
horizon  of  the  "investment"  is  of  such  long  duration. 

Based  upon  certain  highly  sensitive  assumptions  on  toll  rate  levels,  O&M  expenses,  taxes, 
required  retiun  on  equity,  etc.  we  have  obtained  a  valuation  of  nearly  a  billion  dollars  for  an 
outright  purchase  of  the  turnpike.  This  number  represents  a  basis  for  further  discussion  rather 
than  a  hard  estimate.  For  example,  to  the  extent  that  toll  rates  can  be  increased  at  a  rate  greater 
than  inflation,  a  greater  valuation  could  be  derived. 

Lastly,  instead  of  receiving  a  one-time  purchase  price,  an  installment  sale  could  be  used  by  which 
the  purchase  would  be  executed  over  a  period  of  time.  For  example,  as  an  alternative  to  the 
above-referenced  lump  sum  purchase  price,  the  purchase  could  be  made  with  ten  annual 
payments  of  approximately  $140  million  each  year. 

Conclusion 

In  conclusion,  substantial  debate  related  to  any  privatization  is  essential  on  the  following  topics, 
among  others:  ownership,  control,  regulatory  oversight,  and  prospective  rate  structure.  Clearly, 
the  proponents  of  privatization  believe  that  governmental  enterprises  when  sold  will  be  run  better 
and  more  cost  effectively.  As  you  know,  there  are  examples  of  such  successes.  Nonetheless 
efforts  of  this  sort  require  much  study  and  are  dearly  difficult  to  implement,  but  in  our  view 
worthy  of  further  pursuit. 

Finally,  the  Turnpike  Authority  should  not  exist  in  a  vacuum,  but  rather  should  be  part  of  an 
integrated  transportation  policy  and  strongly  fit  within  the  fiscal  considerations  of  the 
Commonwealth  as  a  whole. 


PRIVATIZATION  -  COMPLEX  OPTIONS 


PRIVATIZATION  -  COMPLEX  OPTIONS 


INTRODUCTION  -  OVERVTEW 

Government  and  governmental  employees  across  the  nation  in  countless  cases 
serve  their  constituents  with  high  distinction.  It  is  clear  that  most  public  policy 
analysts  believe  that  state  and  local  government  can  deliver  services  best  at  the 
local  level  as  opposed  to  Washington.  In  today's  period  of  fiscal  stress,  most 
state  and  local  governmental  agencies  and  authorities  serve  their  constituents 
with  effectiveness  and  a  high  degree  of  efficiency  with  relatively  small  staffs. 
Nonetheless,  the  challenge  to  government  and  its  agencies  and  authorities  is 
always  to  ask  the  question  —  can  it  be  done  better  and  less  expensively?  As 
part  of  this  evaluation  process,  privatization  optioris  should  be  analyzed  to 
determine  whether  through  privatization,  in  any  of  its  various  forms, 
governmental  services  could  be  provided  more  efficiently  or  at  lower  costs. 

With  respect  to  the  Massachusetts  Turnpike  Authority,  there  are  three  primary 
privatization  options  that  should  be  seriously  evaluated: 

1)  Sell  the  Turnpike  outright  to  a  private  entity/consortium  to  own  and 
operate  subject  to  rate  regulation  similar  to  utility  rate  base  regulation  or 
some  other  retum-on-equity  rate  regulation  similar  to  that  recently 
proposed  for  the  State  of  California  private  toU  roads; 

2)  Privatize  specific  activities  of  the  Turnpike  by  subcontracting  to  private 
parties.  Some  areas,  as  examples,  where  this  may  be  feasible  include 
maintenance,  toll  collection  and  community  relations  work;  and 

3)  Through  a  concession  contract  or  management  agreement  with  a  private 
toll  road  operator  privatize  all  operations  of  the  Turnpike  for  a  period  of 
time,  subject  to  regulatory  government  oversight 

In  all  cases,  the  issues  of  control,  ownership,  employees  and  labor  relations  are 
the  critical  issues.  From  both  an  economic  as  well  as  public  interest  perspective. 


the  way  these  issues  are  handled  will  to  a  great  degree  determine  how 
successhil  the  privatization  effort  is  and  is  perceived. 

1.   SALE  OF  THE  ASSET 

One  option  for  privatizing  the  Turnpike  is  through  some  form  of  outright  sale, 
transferring  ownership  and  control  of  the  Turnpike  and  associated  assets  to  a 
private  entity. 

ADVANTAGES 

The  outright  sale  of  the  Turnpike  —  transferring  ownership  of  a  monopoly 
service  -  would  achieve  the  highest  possible  sale  price,  making  maximum 
sale  proceeds  available  to  the  Commonwealth-  Whether  regulated  through 
a  price  or  rate-cap  method  or  through  a  rate  of  return  mechanism,  similar 
to  a  regulated  utility,  the  Turnpike  appears  to  provide  significant 
opportunity  to  generate  profits  over  the  long  term.  In  addition,  the  relative 
accuracy  and  reliability  of  long  term  traffic  forecasts  should  make  the 
setting  of  an  appropriate  sale  price  —  given  dear  regulatory  guidelines  and 
oversight  mechanisms  —  quite  straightforwcird. 

Private  ownership  should  provide  maximum  incentive  for  the  new  owner  to 
seek  gains  in  efficiency  and  additional  development  of  the  commercial 
potential  of  the  asset  Profit  incentive  can  motivate  operational  and 
management  improvements. 

Sale  to  a  private  entity  v/ill  put  the  asset  and  any  additional  commercial 
activity  developed  in  association  with  the  asset  onto  the  State  tax  rolls, 
providing  a  long  term  source  of  additional  income  to  the  State  and  local 
budgets. 

DISADVANTAGES 

Proceeds  from  the  sale  are  one-time  and  provide  no  recurring  benefits  to 
the  budget,  with  the  exception  of  taxes.  (An  installment  sale,  however,  may 
be  feasible.) 
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The  reality  that  a  private,  taxable  entity  seeking  financing  for  such  a 
purchase  will  incur  higher  interest  costs  on  its  debt  and  wdll  require  a 
higher  return  on  equity  will  have  the  effect  of  reducing  the  projected 
profitability  of  the  privately  owned  Turnpike,  and  v/ill  tend  to  reduce  the 
sale  price  realized  by  the  State. 

In  part,  due  to  the  absence  of  a  competing  major  east-west  artery  in 
Massachusetts,  the  State  would  have  a  significant  ongoing  regulatory 
responsibility  over  any  private  owner-operaton  Great  care  will  be  required 
in  structuring  the  regulatory  regime  governing  toll  increases  and  operators' 
return  on  investment,  etc.  to  ensure  an  appropriate  level  of  control  over  the 
monopoly  created  by  such  a  sale. 

It  would  be  necessary  to  provide  coordination  and  oversight  to  ensure  safe, 
efficient  operation  of  a  private  Turnpike  and  its  interface  and  integration  vdth 
the  state-wide  public  roads  system. 

FEASIBILITY 

Based  on  our  preliminary  models  using  long  range  traffic  forecasts  provided  by 
the  Authority,  privatization  of  the  Turnpike  appears  feasible.  There  are, 
however,  several  issues  —  economic,  political,  legal  labor  and  practical  -  which 
would  have  to  be  successfully  addressed  prior  to  any  effective  privatization  of 
the  Turnpike. 

Due  to  the  unique  nature  of  such  a  transaction,  there  is  a  question  as  to 
whether  there  would  be  qualified  buyers  for  the  Turnpike.  Based  on  the  trend 
toward  increasing  private  building  and  operation  of  toll  roads  and  bridges  both 
nationally  and  internationally,  it  is  likely  that  more  than  one  buyer  or  consortia 
of  buyers  would  surface  for  such  an  opportunity  if  properly  structured. 

In  an  outright  sale  of  the  assets  of  the  Turnpike,  the  State  would  relinquish 
legal  control  of  an  asset  vital  to  commercial  and  public  interests  in 
Massachusetts.  If  this  were  a  concern,  the  use  of  a  long  term  lease  of  the 


roadway  itself  in  lieu  of  sale  would  result  in  legal  title  to  that  asset  not  being 
transferred  to  the  purchaser. 

2.  CONTRACTING  OUT  SERVICES 

As  a  major  contractor  for  heavy  construction  and  other  engineering  services, 
the  Turnpike  has  well  documented  bidding  procedures  which  could  be  easily 
and  effectively  applied  to  contracting  for  other  services  such  as  maintenance 
and  repair  activities. 

3.  CONCESSION  OR  MANAGEMENT  CONTRACT 

Another  option  for  privatization  is  a  long-term  concession  or  management 
contract,  where  operational  and  management  responsibility  and  the  right  to 
receive  profits  are  conferred  upon  a  private  entity  by  contract,  in  exchange  for 
an  up-front  payment  or  a  share  of  profits  over  time  or  a  combination  of  both. 

ADVANTAGES 

The  Commonwealth  can,  in  the  case  of  a  concession,  receive  a  substantial 
current  payment  for  concession  rights,  but  because  the  purchaser's  rights 
are  limited  in  degree  and  duration,  generally  not  on  the  order  of  the 
receipts  from  an  outright  sale.  If  the  Commonwealth  believes  that  profits 
from  the  Turnpike  will  increase  significantly  over  time,  it  can  elect  to  take  a 
lower  initial  payment  in  exchange  for  a  share  of  profits  over  the  life  of  the 
contract  In  this  way,  the  Commonwealth  can  continue  to  derive  benefit 
from  the  improved  performance  of  the  Turnpike  under  private 
management 

From  the  standpoint  of  ownership,  the  Commonwealth  retains  title  to  all 
assets  of  the  Turnpike  with  this  approach.  This  simplifies  the  privatization 
process  and  allows  for  easier  reversal  of  the  transaction  in  the  event  of  non- 
performance. Control  and  ownership  is  retained. 


Description  of  Model 


For  the  purposes  of  demonstrating  the  methodology  which  would  generally  be  used  In  valuing  an 
asset  such  as  the  turnpike,  we  developed  a  model  which  takes  as  its  primary  inputs  the  following: 

(a)  projection  of  operating  revenues  -  we  have  used  actual  1990  year-end  figures  and 
assumed  a  4%  annual  growth  rate. 

(b)  projection  of  operations  and  maintenance  expenses  -  we  have  used  actual  1990  year-end 
figures  and  assumed  a  4%  annual  growth  rate. 

(c)  property  tax  and  income  tax  assumptions  -  we  have  assumed  a  semi-annual  $2  million 
property  tax  payment  and  a  34%  combined  federal  and  state  income  tax  rate. 

(d)  depreciation  schedule  -  we  assumed  that  80%  of  the  cost  basis  could  be  depreciated  using 
a  15  year  accelerated  schedule  and  that  the  remaining  20%  of  the  cost  basis  would  be 
depreciated  using  a  30  year  straight  line  schedule. 

(e)  capital  structxu-e  (debt  and  equity  cost)  -  we  have  assumed  the  following  capital  structure: 

•  20%  equity  with  a  minimum  after  tax  rate  of  return  of  15%, 

•  60%  seruor  debt  (1st  lien  on  net  revenues),  approximately  level  30  year  debt  service  at 
an  interest  rate  of  10%, 

•  20%  subordinated  debt  (2nd  lien  on  net  revenues),  30  year  amortization  but  with  a 
longer  average  life  when  compared  to  the  senior  debt,  Le.  the  subordinated  debt 
principal  gets  paid  at  a  slower  rate  than  does  the  senior  debt  principal;  interest  rate  of 
11.5%, 

•  rate  of  return  assumption  related  to  capital  structure  —  our  return  on  equity 
assumption  is  similar  to  the  kind  of  return  for  a  co-generation  project  which  has  a 
similar  predictability  of  revenues, 

•  Our  cost  of  debt  assumes  an  investment  grade  rating. 

[Please  note  that  these  interest  rates  and  return  on  equity  are  only  for  demonstration  purposes 
and  are  not  intended  as  an  indication  of  the  rates  that  could  be  obtained.] 
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